
>>Efficiency and Equity

Section 1: Supply, Demand, and the 
Virtues of the Market
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Back in Chapter 6 we introduced the concepts of consumer surplus and producer sur-
plus. Recall that consumer surplus is the difference between what buyers are willing
to pay for a good and what they actually pay; it measures the gains to consumers from
participating in the market. Similarly, producer surplus is the difference between the
price that sellers of a good receive and their cost; it measures the gains to producers
from participating in the market. The sum of consumer and producer surplus, total
surplus, measures the gains from trade: the total benefits to buyers and sellers from
participating in the market.

What we learned in that chapter was a remarkable fact: in equilibrium, a perfect-
ly competitive market—a market in which both buyers and sellers are price-takers—is
usually efficient. That is, in most cases such a market maximizes total surplus. Except
in cases of market failure, there is no way to increase the gains from trade once a
market has done its work.
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I find this statement "usually efficient" quite strong. My personal view, as an environmental economist is that while markets work pretty well, most unregulated markets are not 100% efficient. At the other extreme there are economists (e.g. some at the U. of Chicago) that think market failures are very rare, so conclude that most competitive markets achieve efficiency. Krugman is probably somewhere in the middle 
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I view market failures as being quite prevalent.
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But why is this true, and what are the conditions that make it possible?
To answer these questions, let’s briefly look at this story again. It will set the stage

for our discussion of efficiency in the economy as a whole.

Why a Market Maximizes Total Surplus
In Chapter 6 we showed that a market maximizes total surplus by considering the
alternatives. That is, any attempt to rearrange consumption or production from the
market equilibrium reduces total surplus.

How did we demonstrate this result? Figure 13-1 shows, once again, the example
of a market in used textbooks. In this example the equilibrium is at E, where the price
is $30, and the quantity bought and sold is 1,000 books. We then laid out the three
ways in which you might try to improve on this equilibrium and showed that none of
them will succeed:

� Reallocating consumption. You might try to increase total surplus by giving books
to different consumers. But in equilibrium every consumer who gets a book is to
the left of E on the demand curve, and every consumer who does not get a book
is to the right of E. That is, every consumer who gets a book has a higher will-
ingness to pay than every consumer who does not get a book. So any reallocation
of consumption away from the market equilibrium would reduce the total
surplus.

� Reallocating production. You might try to increase total surplus by getting different
people to sell books. (For simplicity, let’s think of sellers as “producing” the
books.) But every potential seller who sells a book is to the left of E on the supply
curve, and every potential seller who does not sell a book is to the right of E. That
is, every potential seller who sells a book has a lower cost than every potential sell-
er who does not. So any reallocation of production away from the market equilib-
rium would reduce the total surplus.
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The fact the the competitive market equilibrium is efficient under certain conditions is the "first theorem of welfare economics."
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� Changing the level of production. You might try to increase total surplus by either
increasing or decreasing the number of books sold. But at point E, the willingness
to pay of the last buyer is just equal to the cost of the last seller. So any change in
production means either producing a book that is not worth as much to the buyer
as it costs to provide or not producing a book that is worth more to a consumer
than it costs.
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Figure 13-1
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than $30.

All producers
who don't
sell have costs
of more than $30.

All consumers who
buy have a willingness
to pay of $30 or more.

Why a Market Maximizes Total Surplus

How do we know that total surplus is maximized at the
equilibrium price of $30 per book and the equilibrium
quantity of 1,000? First, books go to the “right” con-
sumers: every consumer who buys a book has a willing-
ness to pay of $30 or more, and every potential
consumer who does not buy a book has a willingness to
pay less than $30. Second, books are supplied by the
“right” producers: every seller who supplies a book has
a cost of $30 or less, and every potential seller who
does not supply a book has a cost of more than $30.
Finally, the “right” quantity of 1,000 books are bought
and sold: any additional books would cost more than
$30 to produce but would be worth less than $30 to
the consumers who receive them. If any fewer books
were bought and sold, some consumers would be willing
to pay more than it costs producers to supply these
books.
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any consumer with a wtp of < $30 who buys a book at $30 would make themselves worse off. This is efficiency decreasing. 
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every potential buy with a wtp greater than $30 who buys a book for $300 makes themselves better off by buying the book. 
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every seller with a willingness to sell at less than $30, who sells at $30 makes themselves better off by selling. 
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Any supplier who has a wta for the product of greater than $30 but sells at $30 makes themselves worse off. 
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Note that in this example, there are no external effects associated with the books. Books don't pollute and my reading my book does not cause you to learn the material. 



So we saw in Chapter 6 that when an individual competetive market is in equilib-
rium, the consumers who are willing to pay the most for a good are the ones who get
it; the producers with the lowest cost are the ones who produce it; and the quantity
produced and consumed is right, in the sense that producing either more or less
would reduce total surplus.

As we’ll see in the next section, a similar case for efficiency applies to the econo-
my as a whole. But before we lay out that case, let’s look at the reasons why a market
manages to get so much right.

Why Markets Work So Well: Property Rights
Economists can say and have said volumes about why markets are an effective way to
organize an economy. But the effectiveness of markets comes down largely to the
power of two features of a well-functioning market: property rights and the role of
prices as economic signals.

By property rights we mean a system in which valuable items in the economy—
whether they are resources or goods—have specific owners who can dispose of them
as they choose. Property rights are what make the mutually beneficial transactions in
the used-textbook market, or any market, possible.

To see why property rights are crucial, imagine that students do not have full prop-
erty rights in their textbooks—that they are not allowed to resell books when the
semester is over.

This restriction on property rights would prevent many mutually beneficial trans-
actions. Some students would be stuck with textbooks they do not plan to reread and
would be happier receiving some cash instead. Other students would be forced to pay
full price for shiny new books when they would be happier getting slightly battered
copies at a lower price.

4 C H A P T E R  1 3 S E C T I O N  1 : S U P P LY, D E M A N D, A N D  T H E  V I R T U E S  O F  T H E  M A R K E T

Property rights are the rights of
owners of valuable items, whether
resources or goods, to dispose of
those items as they choose.
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comment
If I have a bottle of scotch and would be willing to sell it for $25 (I would rather have the $25 than the scotch) and if another person has a wtp for my scotch of $50, efficiency can be increased (current situation is inefficient) if I sell him the scotch. As long as such potential efficiency increasing trades exist, the current.  situation is inefficient. Keep in mind we are assuming the guy does not get drunk and run over small children (a negative external effect). 
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If property rights do not exist, markets do not exist. If you do not "own" a product, there is no reason for me to buy it from you - I can simply take it. Economies where markets do not work are typically markets with poorly defined property rights. For example, in many countries property rights for land and buildings are not effectively enforced.  
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Sometimes property rights are clearly defined in the law, but the laws are not adequately enforced, leading to a lack of effective property rights. 
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In the western U.S. property rights for water are not full rights. One might have a right to use a certain amount of water, but not the right to sell the water. Too much pollution, from an efficiency point of view, is typically the result of a lack of well-defined property right for the environment. 
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And if I want their book, I can simply take it. 



In Chapter 20, we’ll see that some of the major ways in which markets go wrong
have to do with a lack of clearly defined property rights in valuable goods such as fish
in the sea and clean air.

Why Markets Work So Well: Prices as Economic Signals
Because well-defined property rights give individuals the right to engage in mutually
beneficial trades, the second necessary feature of well-functioning markets—economic
signals—tell individuals which trades are mutually beneficial. An economic signal is
any piece of information that helps people make better economic decisions. There are
thousands of signals that businesses watch in the real world. For example, business
forecasters say that sales of cardboard boxes are a good early indicator of changes in
industrial production: if businesses are buying lots of cardboard boxes, you can be
sure that they will soon increase their production.

But prices are far and away the most important signals in a market economy,
because they convey essential information about other people’s costs and their will-
ingness to pay. If the equilibrium price of used books is $30, this in effect tells every-
one both that there are consumers willing to pay $30 and up and that there are
producers with a cost of $30 or less.

The signal given by the market price is what ensures that total surplus is maximized,
by telling people whether to buy or sell books. If the price of a book is $30, any consumer
who would not be willing to pay $30 knows that there are other consumers who are will-
ing to pay more; any producer whose cost is more than $30 knows that there are other
producers with lower costs. And consumers who are willing to pay $30 or more, like pro-
ducers with costs of $30 or less, are in effect told that it is a good idea for them to con-
sume and produce.
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An economic signal is any piece of
information that helps people make
better economic decisions.
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Prices are the main signals. Price is the signal that helps one decide whether to buy or sell. 
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Consider the market for shares in the Bubba Corporation. Imagine the current share price is $10, I own some Bubba stock and the think the price will fall, George thinks the price will rise. I sell my stock at $10, and George buys it at $10, and we are both better off, the trade has increased overall efficiency. 



Why Markets Sometimes Don’t Work Well: Market Failure
We’ll want to keep these two crucial features of competitive markets—property rights
and prices as economic signals—in mind in later chapters when we analyze in detail
how markets sometimes fail. It’s worth revisiting the caution found in Chapter 6
about cases of market failure—the situation in which a market fails to maximize total
surplus. First, markets can fail when one party, in an attempt to capture more
resources, prevents mutually beneficial trades from occurring. Second, markets can
fail when actions have side effects on others that aren’t properly taken into account
by the market—side effects like pollution. Finally, markets can fail because some
goods, by their very nature, are unsuited for efficient management by markets. We
will see in the next section how all three of these cases can be interpreted as instances
in which prices give incorrect signals—that is, they fail to help people make better eco-
nomic decisions. And as we will discover shortly, the failure of a particular market in
an economy has implications for how well the entire economy operates. �
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If the market working is Adam Smith's "invisible hand", the market failure is A. Smith's "invisible foot tripping up the market." 
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a monopoly type market failure
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this is an externality type market failure (see chapter 19).
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The market cannot efficiently allocate "public goods". See chapter 21
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